Strong misgivings about the economic impact of current and prospective Federal deficits were expressed by Arthur Bums in a recent panel discussion:
instead of diminishing or vanishing, as used to be American practice during business cycle expansions I see the budget deficit mounting. . . . I see a budget deficit this year, including off-budget outlays as we should, of $65 billion. I see a deficit as large as or larger than that next year. I ask myself the question: do we have responsible financial management by our government at the present time? 1
Walter Heller, appearing on the same panel, responded to Bums' expression of concern with the observation that:
as long as state and local govemments run a $30 billion surplus and foreign governments run a near $25 billion trade surplus against us, the federal deficit mainly serves to offset those surpluses. 2
This response is typical of the frequently expressed view that the currently sizable Federal deficits are necessary to offset the surpluses generated in other sectors of the economy and trade deficits. 3
The Federal budget position is related to the balance of accounts in the other sectors of the economy through the accounting procedures used to measure national economic activity. In this national income accounting framework, a surplus in the budgets of state and local governments, a balance between private domestic saving and investment, and a sizable trade deficit require that the Federal budget be in deficit. However, the national income accounting identity does not, by itself, help explain the coupling of the persistently large Federal budget deficits with the sizable trade deficits that have been in the news lately. Specifically, the accounting relationship sheds no light on the underlying economic behavior in the private and public sectors which has resulted in such deficits. The economic significance of simultaneously large deficits in the Federal budget and in our trade with foreign countries requires analysis of the factors which contribute to the current situation. Such an analysis reveals that the large trade deficit is symptomatic of the inflationary pressures which prevail in the economy, and to the extent that the large Federal budget deficits contribute to such inflationary pressures, the two deficits are causally linked.
National Income Accounting Identity
National income is generated in the process of producing goods and services in the economy and can be thought of simply as the maximum amount which the citizens of a nation can consume during a particular accounting period while maintaining the total wealth of the economy intact. 4 To the extent
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Is There a Link? JAI-HOON YANG sumably, the larger the gap, the more stimulative the policy should be. Such a gap approach to policy formulation suffers, however, from the absence of reliable measures of the output gap. For references, see fn. 21 below. More fundamentally, such an approach tends to divert attention from the more fundamental task of identifying the underlying factors responsible for the emergence and persistence of the gap. 4 National income accounting has evolved over the years to measure national income and such related economic activities as saving and capital formation (investment). For a thorough discussion of the national income accounting system and other economic accounts, see John W. Kendrick, Economic Accounts that aggregate consumption falls short of national income, saving will be generated and national wealth will be larger at the end of the period than at the beginning. Since national income is measured by the value of goods and services produced, an excess of national income over consumption implies a larger stock of goods on hand at the end of the period. National income accountants refer to this increase in the stock of goods as aggregate domestic
investment.
In a closed economy -one which does These terms can be rearranged to yield the following accounting identity which holds at all times:
(1) Fed budget deficit = net private saving + S&L gov't saving + foreign saving (made available in U.S.).
Here, net private saving is the excess of private domestic saving over private domestic investment.
Hence, the size of the Federal budget deficit must necessarily equal the sum of savings made available by the state and local governments, foreigners, and net private saving. That is, if the Federal Government is to borrow resources to cover its deficits, these resources must be supplied by some combination of net private saving out of current income, budget surpluses in other levels of government, or foreigners' saving out of their current income.
Foreign saving which is made available for domestic uses, however, is the counterpart of the balance on our trade of goods and services with other countries. An excess of imports over exports is called a trade deficit and represents the net saving by foreigners which is made available for domestic uses. 6
Hence, expression (1) may be rewritten as:
(2) Fed budget deficit = net private saving + S&L gov't saving + trade deficit. The trade balance is simply the difference between the value of exports and imports. Alternatively, the trade balance is the difference betwecn the value of national income (or output) and the value of spending on consumption and investment by domestic households, businesses, and government units. In a closed economy, foreign trade is zero, so aggregate domestic spending must he equal to national income (output).
8 In an open economy, however, aggregate domestic spending can exceed national output and the result is~~~i trade deficit. The trade deficit represents consumption and inveshnent opportunities in excess of A trade deficit results, then, whenever aggregate domestic spending in the United States exceeds notional income. The excess of spending over current income, or equivalently the excess of our aggregate investment over our domestic savings from private and public sectors is made possible by the "abstinence" of foreigners. Foreigners make a portion of their current output available for our current domestic use. In return, they receive assets which represent claims on our future output. Therefore, a U.S. trade deficit is determined by those factors that induce (1) an excess of aggregate domestic spending over national income in the United States and (2) a shortfall in aggregate domestic spending over national income in foreign countries. 0 Therefore, whereas aggregate domestic investment in a closed economy must necessarily be the difference between the national output and consumption, in an open economy, it is the difference between the national output augmented by the trade deficit and consumption. When a nation runs a trade deficit, that is, when its imports exceed its exports, it is often said to be living beyond its means. This is not strictly correct, however. A trade deficit indicates only that a nation is wending beyond its current means derived from national income. Whether a nation is also living beyond its means depends on how the nation's spending is constituted. An analogy is a business unit which is spending more than its current income but is not considered to he living beyond its mensis if that spending is used to enlarge its holdings of productive assets. Sisnilarly, should a nation incur a trade deficit to enlarge its productive capacity, it is not living beyond its means.. But should the trade deficit result from the nation's economic units consuming more than its national income, it is indeed living beyond its means. 
MOS: An Explanation of the Money-Trade Deficit Link
An understanding of the recently publicized coupling of the large Federal deficit with the sizable trade deficit can he achieved based on an economic theory known as macroeconomics of open systems (MOS). This theory emphasizes the interdependence of various markets for goods, services, and assets, both at home and across countries.
10 MOS holds that one way a trade deficit can emerge in a particular country is as a response to excessive growth in that nation's stock of money relative to the demand for it."
In response to the emergence of an excess supply of money, the spending units in the United States would attempt to restore equilibrium in their money holdings by exchanging their "surplus" money for goods, services, and assets, both of domestic and foreign origins. This attempt to "dishoard" money increases spending across a broad spectrum of goods and assets and results in the attempt to spend more than the value of goods and services produced domestically. Whether such an attempt will succeed depends crucially on what is happening in the foreign economy and the market for foreign exchange.
12
If the price of foreign exchange is not allowed to change (exchange rates are fixed) and, if the foreign economy were initially in a position where its demand for goods, services, and assets was equally matched by the supply of these available internally at the prevailing prices, the excess demand in the United States would succeed in inducing an increase in imports into the United States. Aggregate domestic spending in the United States would he larger than the value of currently produced output, that is, a trade deficit would result.
In the perspective of MOS, such a money-induced trade deficit under a fixed exchange rate regime is a transient phenomenon primarily because the initial excess supply of money in one country would be eliminated through trade-induced changes in money holdings. In particular, the country running a trade deficit will experience a reduction in its money supply whereas the surplus country's money holdings will increase.' 3 That is, the trade balance is the mechanism through which an initial excess supply of money in one country gets redistributed across countries, thereby inducing adjustments in aggregate spending relative to the value of domestic production.
Should the countries be operating under a purely flexible exchange rate regime, however, the initial emergence of an excess supply of money in one country does not necessarily lead to that country running a trade deficit. This would he the case if an initial increase in aggregate domestic spending spills over into the market for foreign exchange and induces an immediate upward adjustment in the exchange rate, making the foreign currency, and thereby foreign goods, more dear.
The initial excess supply of money in a country under a managed float system, such as the one that has been in operation since early 1973, would induce an excess of imports over exports if monetary authorities intervened to resist the downward pressure on the country's exchange rate.'
4 Such a trade deficit would persist as long as the excess supply of money is not eliminated by the trade-induced redistribution of money holdings across countries, and by adjustment in the price levels in the trading countries.
Not all trade deficits reflect an excess supply of money, necessarily implying pressure on the exchange rate or requiring an adjustment in the exchange rate,' 5 There would be no pressure on the 
The Recent U.S. Trade Deficit
The recent trade deficit of the United States has been the kind that reflects an imbalance in both the trade and private capital accounts. Not only has the trade deficit not been matched and offset by a surplus in the private capital account, the movement in the private capital account was perverse; that is, there has been a net outflow of private capital. This means that U.S. private investment abroad has exceeded foreign private investment in the United States, in spite of the fact that foreign countries have been supplying, on net, their currently produced goods and services to the United States. Not only is foreign private saving not being made available to finance Federal budget deficits and private domestic investment in the United States, private savings in the United States is being directed to foreign economies. As Table II shows, given the constraint of the overall balance in the balance of payments, the net deficit on trade and private capital accounts has been matched by the net surplus in the accounts of foreign official institutions.
tem, such as the Bretton Woods system which was in operation from the end of Wodd War II through early 1973, the target rate had been the officially-agreed-upon par rate. Under a dirty Iloat system, such as the current regisne, which has been in existence since early 1973, the target rate is whatever rate the intervention authority considers "appropriate." Needless to say, a target rate may not coincide with the mnarket-detennined equilibrium exchange rate. of both capital and goods across borders, the home country's investment would be augumented to the extent of the trade deficit it runs, with the trade deficit being just offset by the voluntary supply of savings made available to the home country by foreigners. The trade deficit is a mechanism by which a country obtains command over current resources in exchange for a promise to pay out of the augmented flow of output in the future.~T his is due to the system of double-entry bookkeeping. See Donald S. Kemp, "Balance-of-Payments Concepts -What Do They Really Mean?" this Review (July 1975) , pp. 14-23.
'°Officialtransactions are more likely to be conducted to maintain a target exchange rate. Under an adjustable peg sys-Foreign governments, in effect, are financing the excess of our current spending over national income. The recent bulge in the trade deficit has also been accompanied by a sharp drop in the external value of the dollar.
The data indicate that the recent net inflow of resources (trade deficit) into the United States does not reflect the deliberate choice of foreign private economic units to invest their resources in the United States, that is, to make their savings available for our use. The data show, instead, massive purchases of U.S. assets by foreign official institutions. This, i.n turn, reflects official efforts to prop up the value of the dollar in foreign exchange markets. 2°F
rom this perspective, the recent U.S. trade deficit can he interpreted as reflecting an excess,~supply of money in the United States. Given this interpretation, a link between the Federal budget deficit and the trade deficit can be found if a case can be made for the view that the deficit in the Federal budget has, at least in part, induced the excess supply of money in the United States.
How A Federal Budget Deficit Emerges
A Federal budget deficit emerges whenever Federal expenditures exceed receipts. Federal expenditures reflect prior decisions arrived at through political processes to provide for collective goods and effectuate income transfers. As such, they are less susceptible to the state of the economy than are tax revenues. Tax revenues are determined both by the tax laws and the state of the economy.
The balance in the Federal budget, therefore, reflects the complex set of forces interacting through both the political and economic systems. When expenditures exceed revenues, the resulting deficit must be financed either by borrowing or by printing money (or its equivalents, such as the sale of newly issued Government bonds to the central bank). Such a monetary accommodation of the budget deficit could occur, for example, if the debt financing of the deficit is perceived as exerting a significant upward pressure on interest rates and if moderating or resisting an upward pressure on interest rates is judged to be a desirable policy objective. 18. The size of the active deficit indicates the extent of the unwillingness of the electorate to pay for government activities by current taxes on a pay-as-you-go basis, whereas the size of the passive dehcit primarily reflects cyclical effects. The passive deficit is always an cx post concept whereas the active deficit may be either realized or potential. The (realized) active deficit is thought more likely to induce monetary accommodation, lest failure to do so svould put greater upward pressure, conspared to a passive deficit of equal size, on interest rates. However, to the extent there is no systematic relationship between active and passive deficits, the estimated link between the total budget deficit and monetary expansion~vil 1 not correctly reflect the presumably snore reliable underlying link between the active deficit assd usonetary expansion. And to the extent there is a dowuwarrl bias in the estimates of active deficits, dime to an ssp~vard bias in estimated potential output, the estimated effects of active deficits on monetary accommodation would he understated. 23 Also, such a finding may reflect the fact that the total deficit, rather than only the active deficit, is related to monetary expansion. In the absence of reliable oscasures of potential output upon which the estimates of ass active deficit crucially depend, such a possibility must remain in the realm of plausible conjecture. of monetary expansion in the United States relative to that in the base period has been the highest. 25
Summary and Conclusion
It has been recently suggested that the current large Federal budget deficit is somehow linked to the surpluses in the state and local governments' budget and the deficit in the trade account. The accounting identity which relates these magnitudes offers no clue by itself as to the possible behavioral relationship that could causally link trade and Federal budget deficits.
The paper presents a theoretical frame of reference within which the recent movements in the Federal budget deficit and the trade deficit can be explained. Macroeconomics of open systems provides a key to the understanding of the recent experience. According to this view', the current trade deficit in the United States reflects primarily the fact that our rate of inflation exceeds that of our major trading partners, such as Germany and Japan, thereby making our goods and services more expensive relative to theirs. The declining value of the U.S. dollar in international currency markets and the form of current foreign investment in the United States suggest that an excess supply of money is the source of our inflation. To the extent that the recent excess supply of money in the United States was induced by the monetization of the historically large budget deficit, the chain of causation would run from the large Federal budget deficit to the large trade deficit, rather than the other way around.
Within the perspective of the macroeconomics of open systems then, the fundamental cause both of inflation (the fall in the internal value of the dollar) and of exchange rate depreciation (the fall in the external value of the dollar) is traced to excessive monetary expansion relative to demand, whether or not attributable to accommodation of the Federal budget deficit. Within such a perspective, nothing less than the elimination of such an excess supply of money would be an effective and enduring antidote against both.
2~T
hismay he dime to the faihmre of the recorded deficits to reflect the relative size of the realized active deficits, that is, a proportionately greater fraction of the German and Japanese budget deficits may be passive.
